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EDITORIAL NOTE 


Because the very great interest aroused among Tax Institute members 
the Supreme Court decisions February 24, 1959, Mr. John Dane, Jr., was 
invited contribute article this subject and discuss possible ways 
prevent business enterprises from being taxed more than 100 per cent 
their incomes from being subjected excessive costs compliance. 

believe our readers will find the accompanying article particular in- 
terest and are pleased publish it. Publication does not, course, indi- 
cate that the Tax Institute advocating any the solutions discussed, the 
Tax Institute does not take stand questions tax policy. 

Any comments from Tax readers with respect the solutions dis- 
cussed will welcome. 

list references the Supreme Court decisions will found page 11. 


SYMPOSIUM PLANS 


The Tax Institute will conduct two-day symposium “The Impact 
Taxation Management Responsibility for Investments and Operations 
Abroad” The Mayflower, Washington, C., December 3-4. 

This program the third series meetings and publications “The 
Impact Taxation Management Responsibility.” The proceedings 
one-day meeting held May, 1958, have been published under the title, The 
Effect Tax Policy Executive and Worker Compensation. The paper and 
discussion two-day symposium November, 1958, “The Impact 
Taxation Management Responsibility: Depreciation and Compensation” 
are now press. 

The program being arranged the following committee: 

Chairman: Harriss, Columbia University 


College William and Mary 

Attorney, New York, and 
President, International Fiscal Association 

Joun Attorney, New York 

Manager, Tax Department, 
Standard Oil Company (N. J.) 

Oakes, Export-Import Bank Washington 

Harry Attorney, New York 

STANLEY Director, Harvard International Program Taxation 

Tuomas Attorney, New York 


Officio: 


President, Tax Institute 
Executive Director, Tax Institute 


This committee has prepared stimulating program this timely topic. 
hoped that Tax Institute members will mark these dates their calendars 
now. 
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Income from Interstate Commerce 
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years far the average businessman has been concerned, the 
word “taxes” has meant the federal income tax. Occasionally, may have run 
afoul state taxing authorities such areas apportionment formulas for de- 
termining the amount income taxable given state liability for the 
collection use taxes. But, general, the vastly higher federal tax rates and 
the fact that state taxes constitute federal income tax deduction have directed 
his attention the federal rather than the state level. the states, however, 
have one one exhausted the revenue surpluses built during war years and 
have begun frantic search for funds meet the need for added schools, im- 
proved highways, and the like, the percentage the businessman’s tax dollar 
which spent state and local levies has been increasing, and the portion 
his time and that his legal and accounting advisers which taken with 
complying with state and local tax requirements has been going even faster. 

The decisions handed down the Supreme Court February 24, 1959, 
the Stockham and Northwestern States Portland cases have 
greatly accelerated this trend. These decisions have not only increased the 
average businessman’s potential liabilities under existing tax laws some 
states. They have also opened the door other states which not presently 
tax income from operations interstate commerce extend the reach their 
corporate taxes this area which February 24, 1959, they had believed, 
rightly wrongly, beyond their taxing jurisdiction. 


History STATE TAXATION CORPORATE INCOME 


Two very important issues arise when state seeks tax corporation 
which has been incorporated another state. First, has the state jurisdiction 
tax such corporations, and second, assuming that has jurisdiction tax, how 
you determine what proportion the corporation’s income subject tax 
the state. course, there are other tax bases than income, but the recent 


Williams Stockham Valves Fittings, Inc., 358 U.S. 450, reversing 213 Ga. 713. 


Northwestern States Portland Cement Co. Minnesota, 358 U.S. 450, affirming 
250 Minn. 
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Supreme Court decisions related taxes income, and income taxes are 
far the most common type corporate tax levied the state level. 

The new decisions also have certain implications the sales and use tax 
field. Further, should noted that while these decisions deal with the in- 
come corporations, the principle established will also apply the case 
individual proprietorships and partnerships doing business interstate com- 
merce. 

When corporate income taxes were originally imposed the states—the first 
one being Wisconsin 1911—the tax was justified the basis 
the benefits which the corporation was presumed receive from the taxing 
state. Such benefits consisted the various protective and economic services 
which the state furnished the corporation and which assisted operating 
and earning income. The amount the state-furnished benefits was sup- 
posed measured terms the income which the corporation earned 
the state. 

Two logical corollaries flowed from this benefit theory: 

First, jurisdiction tax existed only the case corporations which oper- 


ated property maintained permanent business establishments the taxing 
state. 

Second, the tax should imposed only with respect that portion the 
income which was reasonably attributable its productive activities 
the taxing state. 


can readily seen, these original concepts jurisdiction and allocation 
were strongly oriented favor the states where manufacturing activity 
took place where stocks goods and branch offices with authority accept 
orders were located. States which the sole corporate activity was confined 
solicitation orders traveling salesmen drummers had jurisdiction 
tax. 

There were some earlier attempts deviate from this pattern, but was not 
until after World War that the voice the “market” states, distinguished 
from the “producing” states, began heard earnest. For instance, Min- 
nesota, which 1933 enacted law taxing foreign corporations whose sole 
business the state consisted interstate commerce, amended its statute 
1937 and 1945 and thereafter attempted enforce its tax foreign corpora- 
tions engaged exclusively the solicitation orders the state. From this 
attempt arose the litigation which was finally terminated February 
this year with the decision the Supreme Court the United States the 
Northwestern States Portland Cement case. Similar action was taken Cali- 
fornia, Georgia, and several other states. 

Paralleling this trend extend jurisdiction tax corporations which enter 
state solely for the purpose soliciting orders and have manufacturing 
facilities, stock goods, permanent establishment within the state, at- 
tempts were made “market states” allocate themselves greater pro- 
portion corporate income cases where admittedly there was jurisdiction 
tax. 
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Allocation formulas are various kinds, the most common being the 
so-called Massachusetts three-factor formula based property, payroll, and 
sales the taxing state compared total property, payroll, and sales. The 
majority the states not using this formula, use sales, either alone 
conjunction with other factors, and the computation this sales factor 
that the greatest pressure for change has been felt. 

The earlier tendency was attribute sale state only was accepted 
office the state the goods were shipped from warehouse the 
state, thus adhering the theory that the state where the firm had property 
permanent establishment some kind supplied more benefits and, there- 
fore, had greater claim the firm’s tax dollar. 

More recently states have sought allocate sales themselves where so- 
licitation has been made where goods were shipped purchasers within 
their borders. 


RECENT SUPREME DECISIONS 


The recently decided cases involving the Minnesota tax liability North- 
western States Portland Cement Company and the Georgia tax liability 
Stockham Valves and Fittings, Inc., were concerned solely with the issue 
jurisdiction tax. 

issue propriety allocation formula was present. neither case 
did the firm have any manufacturing facilities warehouse merchandise 
the taxing state. employee therein had authority accept orders. The 
sole intrastate activity was the solicitation sales which both instances 
could accepted only outside the taxing state, and the shipping goods 
into the state. 

The amount the intrastate activity varied. Stockham, the company 
had only one sales representative Georgia and spent only third his 
time there, whereas Northwestern States the taxpayer had five salesmen 
and secretary. 

March the Supreme Court denied review third case involving 
Louisiana tax Brown-Forman Distillers Here, intrastate ac- 
tivity was very low level, consisting only shipping goods into the state 
and maintaining “missionary men” whose sole activity was accompany 
salesmen the wholesaler and seek persuade retailers display the 
company’s products prominently. denying review, the court did not pass 
the merits the litigation and there some doubt among experts the 
field what action the court would have taken had handed down 
opinion. 

The taxpayers Northwestern States and Stockham Valves contended that 
the imposition the taxes complained violated the commerce and the due 
process clauses the federal constitution, position which majority the 


Brown-Forman Distillers Corp. Collector Revenue, 234 La. 651, appeal dis- 
missed and cert. denied, 359 U.S. 28. 
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court refused sustain. The court held substance that state has jurisdic- 
tion levy income tax corporation incorporated another state where 
the only activity was soliciting orders the taxing state and ship- 
ping goods customers therein. 

attached, however, two qualifications this grant jurisdiction. The 
income taxed must fairly apportioned the activities the taxing state 
and the corporation must have some minimum connection, the court 
put it, “nexus,” with the taxing state. 

For instance, means certain that concern which did only 
mail order business within state would treated having subjected itself 
its taxing jurisdiction. 


IMPLICATIONS THE SUPREME DECISIONS 


The most important result the Supreme Court decisions far business 
concerned that interstate business will subject taxation many 
more states than previously. 

While the majority the Supreme Court took the position that their de- 
cision was merely restating what had been decided certain prior cases, 
many states had never sought extend their taxing jurisdiction out-of-state 
firms merely soliciting orders within their territory. With the publicity which 
has been given the cases, there every reason believe that most, not 
all, states will seek exercise the wider taxing jurisdiction granted them 
the decisions. 


EFFECT SMALL BUSINESS 


Take the case typical small business which has, for example, its manu- 
facturing plant one the Middle Atlantic states. Salesmen from the main 
office cover the Atlantic Seaboard states. also has warehouse and sales of- 
fice St. Louis cover the midwest. Under the former theory jurisdic- 
tion impose income tax, only its home state and Missouri where the 
warehouse and sales office were located could have imposed taxes this 
company. Now will, theoretically least, liable taxation every 
state which its salesmen enter solicit orders even though such salesmen 
may not live the taxing state. 

While small business should bear its part supplying the revenues neces- 
sary for the proper functioning state government, the subjection the 
average small business taxation states where has property per- 
manent establishment has serious implications. 

Let illustrate the point adding some figures the previous example. 
Let suppose that the net income subject allocation our hypothetical 
company $100,000, that sells its products states, that all these states 
employ the same allocation formula and have uniform rate tax per 
cent. The total tax bill which will have pay $5,000. 

Under these circumstances, much better for this firm divide this 
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between the state its main office and the state where its warehouse and 
sales office located, rather than split among all states. The tax 
burden either case would exactly the same, but the cost compliance— 
the overhead expense securing legal advice the various state laws, 
the clerical and accounting expense preparing returns—in the first instance 
would probably somewhere the neighborhood one-tenth what 
would the second. Often costs just much prepare tax return 
showing $10 liability does prepare one showing $500 liability. This 
overhead expense proportionally much greater burden small business 
than large one. 


ADMINISTRATIVE IMPLICATIONS RECENT DECISIONS 


The saving overhead expense business whole restricting 
much possible the number states which given corporation must file 
tax returns paralleled comparable saving administrative costs the 
states. Auditing $10 return often complicated auditing $500 re- 
turn. takes just much space. Just many accounting entries must 
made order properly cashier the tax payment. 

But even more important than all these the problem enforcement. 
long liability for taxation confined companies having manufacturing 
facilities, warehouses, sales offices state, the problem effective en- 
forcement can solved. 

The mere identification, however, out-of-state firms which business 
the state only through traveling salesmen would tremendously time-con- 
suming task, nor would that the end it; because one thing for 
state tax official know that particular out-of-state firm has been sending 
salesmen into the state, but quite another secure tax return from such 
firm, check the correctness its preparation, and, after all that has been 
done, enforce the payment the tax against absent and perhaps recalci- 
trant taxpayer. 

make matters worse, many cases the tax liability the out-of-state firm 
may well less than the cost collection. This will leave the state tax ad- 
ministrator faced with the unhappy choice: Should try for complete cov- 
erage all taxpayers even some them not pay their way, should 
confine his collection activities just those larger taxpayers where the game 
worth the candle, and wink widespread tax avoidance the part 
smaller firms? 


APPORTIONMENT PROBLEMS 


the hypothetical case which have been using, have assumed that 
all states involved use the same apportionment formula that 100 per cent 
more and less—of our hypothetical firm’s income subject tax. This, 
course, very unrealistic assumption. Apportionment factors vary widely. 
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For instance, under Massachusetts law, sale apportioned Massa- 
chusetts unless “negotiated effected behalf the corporation 
agents agencies chiefly situated at, connected with sent out from premises 
for the transaction business owned rented the corporation outside 
the commonwealth.” salesman operates from his own house outside the 
Commonwealth, the sale apportioned Massachusetts. 

Nor Massachusetts uniquely unreasonable this regard. seems quite 
clear, therefore, that the more states which firm has pay tax, the more 
chance there that will taxed more than 100 per cent its income 
because disparity among allocation formulas. course, the problems aris- 
ing from interstate divergencies apportionment formulas existed long before 
the decisions the Supreme Court the recent cases. These decisions, 
widening state jurisdiction tax, merely make the problem more acute. 


t 


EFFECT DECISION FEDERAL REVENUE 


any substantial number states follow the footsteps Georgia and 
Minnesota and, with the blessings the Supreme Court already secured, tax 
out-of-state firms which merely solicit sales within their borders, the economic 
implications for the economy the entire country may both very substan- 
tial and very unfortunate. 

This country has outpaced even such highly developed industrial areas 
western Europe because has represented single market. Business firms 
have been able spread their operations widely with minimum gov- 
ernmental interference. 

mere solicitation orders state now going subject firm that 
state’s tax requirements, the small businessman will think twice before ex- 
tending his business operations into areas where profit potentialities, even 
leaving out the danger additional tax liabilities, may conjectural best. 
This will invariably tend leave the market larger firms whose activities 
are already widespread and which can better absorb the overhead expense 
both securing the best tax advice and also keeping adequate tax ac- 
counting records segregated state state basis. 

should not assumed that this additional overhead expense keeping 
accounting records, preparing tax returns, and securing legal advice con- 
cern solely the particular businesses concerned. All these non-operating ex- 
penses, all these costs complying with diverse state requirements and 
nonuniform apportionment formulas, represent deductions the computation 
net income subject federal tax. 

Thus per cent the burden—the amount the federal tax corporate 
income—is borne, not the individual firms involved but the federal 
treasury—which another way saying that borne the general body 
taxpayers. 


\ 
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METHODS PREVENTING DISCRIMINATIONS AGAINST INTERSTATE 
RESULTING FROM RECENT SUPREME DECISIONS 


Businesses operating across state lines should pay their fair share the over- 
all state tax burden. the other hand, they should not saddled with dis- 
criminatory tax burden comparison with businesses operating only one 
state. The new Supreme Court decisions, however, open two possible 
areas where such discrimination may develop. First, because the divergent 
apportionment formulas which are found the various state tax statutes, 
interstate business may forced pay tax more than 100 per cent 
its income. Second, even though particular interstate business not taxed 
more than 100 per cent its income, may required file returns 
such large number states—in some which the tax due less than the 
cost preparing the return—that its cost complying with the various state 
tax laws vastly greater than the corresponding costs firm doing business 
but single state. The cost compliance not confined preparing the 
required tax returns themselves but extends the additional accounting pro- 
cedures necessary keep sales information state state basis. This last 
factor often the most burdensome since, for the majority corporations, 
state boundary lines are not the logical limits natural sales territories. 

Several solutions these two possibilities discrimination against inter- 
state businesses suggest themselves. The one that has had the most publicity 
over the years the proposal that all the states adopt statute uniform al- 
location and apportionment formula. Much careful consideration has been 
given this project many skilled practitioners and administrators and 
draft act existence which has the sponsorship the National Conference 
Commissioners Uniform State Laws and the American Bar Association. 
highly controversial feature the apportionment formula contained this 
draft statute the fact that the sales fraction computed state-of-destina- 
tion basis. practical operations, this feature, when combined with the ex- 
tended tax jurisdiction granted the recent Supreme Court decisions, would 
require many smaller corporations file tax returns very large number 
states. 

The enactment uniform apportionment statute would remove one 
the possible sources discrimination against interstate businesses that 
would eliminate the risk that corporation would taxable more 
than 100 per cent its income. would not, however, any way reduce 
the risk discrimination arising from inordinately high compliance costs. 
the contrary, required the computation the sales fraction state- 
of-destination basis, would guarantee that interstate business would re- 
quired file the maximum possible number states. 

these theoretical objections uniform apportionment formula so- 
lution the problem discrimination against interstate businesses 
added basic practical objection. Tax practitioners and administrators have 
been debating uniform apportionment statute for years, but there would 
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seem little more chance the adoption such statute now than there 
was years ago. The type formula that would acceptable the man- 
ufacturing states unacceptable the market states and vice versa. 

The second possible solution the one suggested Mr. Justice 
dissenting opinion the Stockham Valves and Northwestern States Portland 
Cement cases, namely that Congress enter the field enacting statute which 
would permit the various states tax income from interstate commerce 
condition that they adopt congressionally devised uniform apportionment 
formula. This solution seems little better than the first. the various state leg- 
islatures cannot get together apportionment formula, what reason 
there believe that their elected representatives the Congress, representing 
they various conflicting points view, would have any more success? 
Even assuming that the Congress did enact formula, unless such formula 
eliminated the computation the sales fraction the state-of-destination 
basis, interstate businesses would better off than they are now, far 
the danger being subject highly discriminatory costs compliance con- 

third solution would for Congress enact legislation the effect that 
state taxes the income firms engaged solely interstate commerce 
within their borders are undue burden interstate commerce and un- 
lawful. This would effect set aside the decisions the Supreme Court 
since, when those decisions were handed down, Congress had not expressed 
its wishes this field. Once, however, Congress has spoken, pre-empts the 
field and further state legislation would stricken down under the commerce 
clause. 

While such solution would eliminate the possibility intersate businesses 
being taxed states where they did intrastate business, highly 
doubtful whether the Congress would willing put such drastic restric- 
tion state taxing power, particularly view the position recently taken 
the Supreme Court. 

fortunate coincidence, possible solution the problem does exist 
which has the dual advantage providing very substantial measure re- 
lief interstate businesses with not inconsiderable potentialities congres- 
sional approval. This solution would follow the pattern already adopted 
the Congress enacting corporation tax statute for the District Colum- 
bia and would prohibit state from taxing the income foreign corpora- 
tion doing solely interstate commerce within its borders where such corpora- 
tion does not physically have maintain office, warehouse, other place 
business the taxing state, and has officer, agent, representative 
having office other place business such state. “Agent” “repre- 
sentative,” for these purposes, would not include independent broker en- 
gaged independently regularly soliciting orders the state for sellers and 
who holds himself out such. 

While this type federal statute would not, and itself, prevent cor- 
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poration from being taxed more than 100 per cent its income, would 
restrict jurisdiction tax those states where the corporation had some sort 
permanent establishment. With taxing jurisdiction restricted, the risks 
taxation more than 100 per cent income would greatly reduced. 
Such statute would also long way toward solving the compliance prob- 
lem for small and medium sized businesses which have permanent establish- 
ments only relatively few states but send salesmen into majority, 
not all, the fifty. this connection important bear mind 
that the problem raised the recent Supreme Court decisions appears its 
most acute form the case the small medium sized corporations. The 
giant, nation-wide concerns have, most cases, either qualified 
ness the majority the states or, not, are better equipped handle 
the preparation and filing multiple state returns. 

The final and means the least persuasive argument favor such 
legislation that would not put the Congress the position over- 
ruling the recent decisions the Supreme Court. such statute had been 
force during the taxable years involved, the right Georgia tax Stock- 
ham Valves and Minnesota tax Northwestern States Portland Cement 
would way have been affected. 
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Invitations have been issued speakers and several acceptances have al- 
ready been received. hope announce the complete program shortly. 
The topics selected for discussion are shown the following outline: 


Thursday morning, December 1959 


Tax and Management Decisions and Form Business Organization 


What Are the Tax and Management Decisions That into the Choice Form 
Business Branches, (b) Foreign Subsidiaries, (c) Foreign 
Base Companies, (d) Western Hemisphere Corporations, (e) Licensing: 

For Manufacturing 

For Export 

For Service and Contracting Agencies 

For Extractive Industries 


II. Luncheon. Proposed Incentive Legislation 


Thursday afternoon 

Selected Management Problems 
General Analyses Issues Facing Management 
Present Tax Problems Investing Foreign Securities and Ways Solve Them 
What and Not Tax Avoidance (Section 367 Policy; What Difference Would 


Boggs Bill Make? Taxability Transfers and From Foreign Corporations and 
Present Scope Rulings) 

Thursday evening, 5:30 p.m. 

Reception 

IV. Dinner. Policy Department State 


Friday morning, December 1959 
Current Issues Foreign Taxes Affecting Management 
Taxation the European Common Market 


Criteria for Identifying Foreign Taxes Which Should Credited Against the 
Income Tax 


What Happens When Exemptions End: Retrospect and Prospect Puerto Rico 
Problems and Opportunities the Use Bahamian Facilities 


VI. Luncheon. Presidential Address 


Friday afternoon 
VII. Major Problems National Policy 
The Real Function Tax Treaties 


Advantages and Disadvantages Offering Tax Inducements Stimulate Foreign 

From Treasury Point View 

With Respect Effects Domestic Employment and Industrial Expansion 


